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EXECUTIVE SUMMARY

Alaska is facing a significant budget gap because of a sharp decline in the oil tax and royalty revenue that has traditionally been

relied upon to fund government. This report examines five approaches for replacing some of the ol revenue that is no longer

available: enacting a broad personal income tax, state sales tax, payroll tax, investment income tax, or cutting the Permanent

Fund Dividend (PFD). Any of the options examined in this report could make a meaningful contribution toward closing

Alaska’s budget gap. To allow for comparisons across options, this report examines policy changes designed to generate $500

million annually. This amount would be insufficient to close Alaska’s $3 billion budget gap, but any of these options could be

modified to raise additional revenue, or could be incorporated into a larger package of changes designed to close the gap.

In studying each of these approaches, this report makes the following findings:

+  Most Alaska households would pay less under a graduated rate personal income tax than they would under a

payroll tax, sales tax, or a cut to the PFD payout designed to raise the same amount of revenue. ~ This finding holds

true across at least the bottom 60 percent of the income distribution, and for some families above this level.

+ Low-income families in Alaska would fare far better under a progressive personal income tax than under a sales

tax, payroll tax, or a cut to the PFD payout. Under the options examined in this report, the bottom 20 percent of

Alaska families (those earning less than $25,000 per year) would pay roughly 0.1 percent of their income under a

personal income tax versus 1.2 percent under a payroll tax, 2.2 percent under a sales tax, or 7.2 percent under a cut to the

PED.
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Figure 1: Impact on Alaska Residents at Various Income Levels
of Five Policy Options Raising $500 Million Per Year
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Source: Institute on Taxation and Economic Policy, April 2017. Modeled in a Tax Year 2016 economy, modified to assume a baseline Permanent Fund Dividend payout of 52,200 per person.

+ Middle-income families would also fare better under a progressive personal income tax than under any other

option examined in this report. The middle 20 percent of earners (those earning between $40,000 and $73,000 per
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year) would pay 0.7 percent of their income under a personal income tax designed to raise $500 million versus 1.5
percent under a sales tax, 1.9 percent under a payroll tax, or 2.5 percent under a cut to the PFD designed to raise the same

amount.

The impact on upper-middle income families is similar under each of the fiscal policy options in this report.
Families earning between $73,000 and $115,000 per year could expect to pay roughly 1.2 percent of their incomes under
either a sales tax or income tax designed to raise $500 million, versus 1.6 percent under a cut to the PFD and 1.7 percent

under a payroll tax.

High-income families are the only group that would be most impacted by an income tax.  The top S percent of
earners (those with incomes over $228,000 per year) would pay 2.4 percent of their income, on average, under a personal
income tax designed to raise $500 million versus 1.0 percent under a payroll tax, 0.5 percent under a sales tax, or 0.4

percent under a cut to the PFD payout designed to raise the same amount.

Cuts to the PFD payout are the most regressive option examined in this report, followed by a statewide general
sales tax. A PFD cut would impact the bottom 20 percent of earners nearly 10 times as heavily as the top 20 percent,
when measured relative to family income. A statewide general sales tax would also be regressive, costing low-income

earners more than three times as much, relative to their incomes, as high-income earners.

A personal income tax similar to the one passed by the Alaska House of Representatives would be progressive,
with tax rates steadily rising for taxpayers with higher incomes. The progressive nature of personal income taxes is
one reason that some Alaska lawmakers, including Gov. Bill Walker, have suggested implementing such a tax alongside
regressive cuts to the PFD payout.
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INTRODUCTION

After decades of funding state government primarily with oil tax and royalty revenues, lawmakers in Alaska are now debating
supplementing those revenues with broad-based taxes similar to those levied in most other states. There is a growing
acceptance that the state’s energy sector is unlikely to see a resurgence strong enough to remedy the state’s unsustainable
fiscal standing,

For decades, most Alaskans have paid very little in state taxes because Alaska lacks a statewide personal income tax or sales tax.
Given the state’s inexperience with broad-based taxes, it can be difficult for Alaskans to judge how different tax policy options
might affect them. And it can be equally difficult for Alaskans to determine how those options would compare to another
fiscal policy change under consideration: cutting the flat dollar Permanent Fund Dividend (PFD) payout that most Alaskans
receive each year as a way of sharing in the state’s natural resource wealth.'

This report seeks to provide clarity regarding the impact that various fiscal policy options would have on Alaska families at
various income levels. This is done by using the ITEP Microsimulation Tax Model to analyze five types of fiscal policy
changes, with each designed to generate an equal amount of revenue for Alaska’s public services: approximately $500 million
per year.”

The $500 million target used in this report was chosen as a benchmark for facilitating comparisons across options. The
options are not intended as specific recommendations, but instead are designed to show how fiscal policy options with nearly

identical budgetary impacts can have vastly different impacts on Alaskans at different income levels.

It is important to note that a $500 million fiscal plan would be insufficient to close Alaska’s $3 billion budget gap. Of course,
any of the categories of options examined here could be modified to raise a higher level of revenue, or could be incorporated

into alarger package of changes designed to close the gap in full.

[report continues on next page]

' Waldholz, Rachel, “Alaska’s annual dividend adds up for residents,” Marketplace, Mar. 16,2016 at
https://www.marketplace.org/2016/03/12 /economy/alaskas-annual-dividend-residents-adds.

? An overview of the ITEP Microsimulation Tax Model is available in Appendix C of this report and at:
http://itep.org/about/itep _tax_model simple.php.
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OPTION A: INCOME TAX

Alaska lawmakers are currently debating reinstating a personal income tax for the first time in more than 35 years. The main

proposal under consideration is House Bill 115, which would implement a personal income tax with rates ranging from 0 to 7
percent.’ The income tax analyzed in this report is very similar to this bill, though its rates have been reduced across the board
to bring its revenue yield down to $500 million—the same amount raised by the other policy options explored in this report.

Figure 2 describes the income tax structure in more detail.

Tax Brackets: Single Filers Tax Brackets: Married Filing Joint

Figure 2: Federal Adjusted Gross Income 0% S0 to $10,300 0% S0 to $20,600
Personal (FAGI) with a $4,000 1.8063% $10,300 to $50,000 1.8063% $20,600 to $100,000
Income exemption per person, an 2.8900% $50,000 to $100,000  2.8900% $100,000 to $200,000
Tax exemption for Permanent Fund ~ 3.6125% $100,000 to $200,000 3.6125% $200,000 to $400,000
(Option Iy Dividend (PFD) payouts,and ~ 4.3350% $200,000 to $250,000  4.3350% $400,000 to $500,000
various other modifications.  5.0575% $250,000 and up 5.0575% $500,000 and up

As shown in Figure 3, this tax would have a progressive impact across the income distribution. The bottom 20 percent of
earners in Alaska (with incomes below $25,000 per year) would pay an average of just 0.1 percent of their income in tax, while
middle-income families would pay 0.7 percent and the state’s top 1 percent of earners would pay 2.8 percent. More detailed

results are available in Table A on page 18.

Figure 3: Personal income tax with six graduated rates from 0% to 5.06%
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Source: Institute on Taxation and Economic Policy, April 2017. Modeled in a Tax Year 2016 economy, modified to assumea baseline Permanent Fund Dividend payout of $2,200 per person. This tax
is very similar to House Bill 115 of Alaska’s 2017 legislative session, though its rates have been reduced by 27.75% across the board to reduce its yield to $500 million per year.

3 Davis, Carl, “Assessing the Distributional Consequences of Alaska’s House Bill 115 (Version L), Institute on Taxation and Economic
Policy, Mar. 28,2017 at http://itep.org/itep_reports/2017/03 /assessing-the-distributional-consequences-of-alaskas-house-bill-115-

version-Lphp.
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OPTION B: SALES TAX

Unlike personal income taxes, general sales taxes tend to be regressive, impacting low- and middle-income families more
heavily than high-income families when measured as a percentage of household income.* This effect comes about largely
because low- and middle-income families spend a larger fraction of their earnings on items subject to sales tax, while high-

income families direct alarge share of their income into savings and investments.

Researchers at the Alaska Department of Revenue have determined that a 3 percent sales tax would raise approximately $500
million in revenue per year.® This tax would include exemptions for various necessities such as groceries, health care,
prescription drugs, shelter, and child care. Even with these exemptions, Figure 4 reveals that the tax would be regressive
overall, requiring payments from low-income Alaskans equal to roughly 2.2 percent of their incomes compared to 1.5 percent

for middle-income families and 0.4 percent from the state’s top 1 percent of earners.

More detailed results are available in Table A on page 15. Those results show that the impact on the bottom 20 percent of
earners (at 2.2 percent of income) is more than three times as large as the impact faced by the top 20 percent (at 0.7 percent

of income).

Figure 4: Sales tax of 3% percenton most goods and services
(Option B)
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*Researchers at the Institute of Social and Economic Research (ISER) at the University of Alaska Anchorage have also studied the
impact of implementing a sales tax in Alaska and found it to be similarly regressive. Knapp, Gunnar et al,, “Short-Run Economic Impacts
of Alaska Fiscal Options,” Mar. 30,2016 at http://www.iser.uaa.alaska.edu/Publications/2016_03_30-
ShortrunEconomicImpactsOfAlaskaFiscal Options.pdf.

> Alaska Department of Revenue, Fiscal Note for SB 5004 of the 2016 Legislative Session, 0516-DOR-TAX-07-08-16, Jul. 11,2016 at
http://www.legis state.akus/PDF/29/F/SB5004-1-3-071116-REV-Y.PDF.
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